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Preface 


In this budget I am providing a detailed forecast of Canada’s economic and fiscal 
prospects for this year and next and — to highlight the range of risks and 
opportunities in the international economic environment — alternative projections 
of Canada’s economic prospects over the medium term. Such forecasts and 
projections are necessarily subject to a substantial degree of uncertainty; they are 
admittedly imperfect attempts to portray how future economic events in Canada 
may unfold in a very complex and highly integrated world economy. At the same 
time, they are generally recognized as indispensable tools in government 
budgetary planning and policy analysis. This document sets out the economic 
assumptions underlying the budget. 


The Canadian economy was considerably stronger in 1985 than most expected. 
Equally important, the Canadian recovery was also much more balanced, with 
most of the stimulus to growth coming from domestic rather than foreign sources. 
Indeed, the Canadian economy grew at nearly twice the pace of the United States 
economy in 1985. Moreover, all regions began to share more fully in the robust 
expansion in Canadian output and employment. Job creation, in particular, 
exceeded most predictions. From September 1984, when this government took 
office, to January 1986, 580,000 jobs were created. Over the same period, the 
unemployment rate fell 1.9 percentage points to 9.8 per cent, the lowest level since 
April 1982. Canada’s performance in creating employment has also been very 
good relative to other nations. Since this government took office more jobs have 
been created in Canada than in the four largest European countries combined, 
even though their economies in aggregate are almost seven times the size of the 
Canadian economy. 


The policy framework set out by this government was an important factor in 
bolstering consumer and investor confidence, which in turn played a crucial role in 
last year’s strong economic performance. This budget furthers the blueprint for 
economic renewal set out in the November 1984 Economic and Fiscal Statement 
and the May 1985 budget. Sustained economic expansion and job creation must 
continue to come from a dynamic private sector. The crushing burden of 
government deficits and debt must be reduced to create room for such expansion. 
With this budget I am proposing further measures to reinforce these objectives, to 
better ensure that our economic expansion will be sustained. 


Since this government took office it has identified and taken action to correct 
many structural imbalances in the Canadian economy. We have been moving to 
restore a better balance between the private and the public sectors: in energy, 
through the Atlantic and Western accords; in the area of investment, through 
Investment Canada; in transportation, through “Freedom to Move” legislation; in 


ill 


competition policy, through a new Competition Act; and in many other areas 
through privatization and other measures. 


In particular, we view the restoration of fiscal responsibility as essential for 
Canada to realize her full economic potential. At the same time, however, 
Canada’s economic prospects will be critically affected by policy developments in 
the international community. In this regard, I view recent movements towards 
more international policy co-ordination as favourable developments. Nevertheless, 
the international environment over the medium term remains fraught with many 
risks, as the alternative medium-term projections presented in this document 
indicate. Therefore, it is imperative that we get our own house in order as quickly 
as possible. Restoring fiscal responsibility will both maximize the gains to Canada 
in the event the international economic environment turns out to be favourable, 
and create the maximum room-to-manoeuvre in the event of a less favourable 
world environment. 


Vestal Kees 


The Honourable Michael H. Wilson 
Minister of Finance 
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1. Executive Summary 


The main purposes of this document are to review recent economic developments, 
to present the current Department of Finance short-term forecast to 1987, and to 
provide a sense of the prospects and risks facing the Canadian economy over the 
medium term. The projections of the government’s revenues and expenditures are 
based on these economic assumptions. 


Recent Economic Performance 


The Canadian economy performed substantially better in 1985 than most 
observers anticipated. The May 1985 budget forecast growth in real gross national 
expenditure (GNE) of 3.1 per cent in 1985, with employment growth of 2.1 per 
cent and a decline in the unemployment rate to 10.7 per cent by year-end. These 
views were similar to the average of then-current private sector forecasts. 
However, consumer and investor sentiment became much more optimistic as the 
year progressed. This was related to a number of factors: a significant decline in 
interest rates, a moderate and stable inflation rate, improving prospects for 
employment and credible government measures to restore fiscal responsibility and 
encourage private sector initiative. Consequently consumption, housing and 
business investment were all significantly stronger than expected and, as a result, 
real GNE growth in 1985 is estimated to have been 4 1/2 per cent. 


Employment growth for the year was 2.8 per cent, the strongest in over four years, 
and the unemployment rate fell substantially in 1985 to reach 10 per cent by 
December and then declined further to 9.8 per cent in January of this year. The 
strength in the Canadian economy in 1985 occurred despite unexpected weakness 
in the international economy, particularly in the United States. Real output is 
estimated to have increased in Canada last year at nearly twice the pace of growth 
in the United States and in Europe. 


While the 1985 economic performance extends the strong recovery that has 
occurred in Canada since the 1981-1982 recession, the nature and shape of the 
Canadian recovery changed substantially. During the first 1 1/2 years of the 
recovery, final domestic demand in Canada“ accounted for less than half of real 
output growth, as net exports and inventory change provided the bulk of the rise in 
demand for Canadian goods and services. Employment growth, while strong, was 
atypically concentrated in part-time employment, and all regions and sectors did 
not share equally in the increases in economic activity. 


(1) Final domestic demand is measured as GNE excluding inventory fluctuations and net trade. 


In sharp contrast, surging business investment and housing expenditures and 
strong consumer spending on durable goods over the last year have led to an 
economic expansion in Canada that has become much more broadly based, fuelled 
largely by domestic demand. With rapidly strengthening final domestic demand, 
most sectors of the Canadian economy participated more fully in the economic 
recovery in 1985. Employment growth shifted substantially towards full-time 
employment, and all regions of the country experienced gains in employment and 
declines in the unemployment rate in the course of last year. 


The Outlook: 1986 and 1987 


The Canadian economy is thus well poised for a continuation of the economic 
expansion. Real output growth is forecast to average 3.7 per cent in 1986 and 
3.0 per cent in 1987. Within these annual average figures, quarterly growth in 
1986 is expected to slow somewhat from the 1985 pace, due to a relatively weak 
U.S. economy and slower consumer spending growth in Canada, followed by a 
mild rebound throughout 1987. For example, from the fourth quarter of 1985 to 
the fourth quarter of 1986, real output is forecast to increase 2.6 per cent; on the 
same basis, output is predicted to expand 3.2 per cent in 1987. At the same time, 
considerable gains in employment and strong labour force growth are expected. 
The latter factor will limit the scope for reduction in unemployment, with the 
unemployment rate expected to decline modestly this year to 9.6 per cent by the 
fourth quarter, and then fall more sharply to 9.0 per cent by the end of 1987. By 
the fourth quarter of 1987, employment is forecast to be about 600,000 higher 
than the average level in the fourth quarter of 1985 — a cumulative increase of 
over one million jobs since September 1984. Employment growth in Canada over 
the next two years is expected to continue to outperform other major industrial 
countries by a wide margin. 


The inflation rate, as measured by the consumer price index, is expected to 
fluctuate around 4 per cent this year and next. Upward pressures on prices from 
the recent depreciation of the Canadian dollar and robust economic growth are 
expected to be moderated by the persistence of excess capacity in the economy, 
continued low levels of commodity prices and productivity gains. The decline in 
the world oil price will also work against a rise in the inflation rate over the 1986- 
1987 period. Against this backdrop of moderate inflation, Canada’s international 
competitiveness is expected to improve further, reflecting continuing productivity 
growth and moderate increases in domestic labour costs. 


Current levels of interest rates are unusually high as a result of temporary 
speculative pressure in the foreign exchange market. Once this pressure abates, it 
will allow room for interest rates to return to levels more in tune with fundamental 
economic developments. In 1986, the average level of short-term interest rates is 
assumed to be close to the average level in 1985 of 9.6 per cent. A moderate 
decline is anticipated on average in 1987. These assumptions for Canadian interest 
rates reflect continuing good Canadian inflation performance, expectations of 
declines in U.S. interest rates on average in 1986 and a gradual turnaround in 


sentiment vis-a-vis the Canadian dollar in recognition of Canada’s sound, and 
improving, international competitive position. 


To assure prudent fiscal planning, private sector forecast views have been carefully 
considered in developing the Department of Finance forecast. The forecast 
presented here is consistent with the broad consensus of recent private 

sector forecasts. 


Medium-Term Projections 


By their very nature future economic developments are clouded by considerable 
uncertainty. This uncertainty is increased by the substantial imbalances that are 
present in the world economy, in particular the imbalance among countries in the 
stance of their fiscal policy, the high levels of real interest rates, and the enormous 
swings that have taken place in trade flows and currency values. As the projection 
horizon is extended, forecasts of economic activity become much more dependent 
upon assumptions as to how these imbalances will evolve. The short-term forecast 
for 1986 and 1987 presented in this document represents an attempt to balance 
the risks and uncertainties so as to arrive at a “most likely” view of the world for 
budgetary planning and policy analysis. To address the increasing uncertainties as 
the projection horizon is extended, three alternative medium-term scenarios are 
presented for the period to 1991. Chart | shows the short-term forecast and 
alternative medium-term projections for three key Canadian economic indicators: 
real GNE growth, the unemployment rate and inflation. 


The three alternative medium-term scenarios underscore the sensitivity of the 
Canadian economy to the international economic environment. As in the May 
1985 budget, the three scenarios are based on alternative assumptions as to how 
the current international imbalances may evolve, or may be unwound by policy 
actions of governments. A basic tenet of the medium-term scenarios 1s that a 
return to more normal real interest rate levels — a prerequisite for strong, sustained 
medium-term expansion — will require significant adjustments to the current 
stances of fiscal and monetary policy, exchange rates and trade flows in the 
United States, Europe, and Japan. 


In the favourable medium-term international policy environment, or high growth 
scenario, substantial deficit reduction is assumed in the United States, as well as 
complementary easing by the U.S. monetary authorities and monetary and fiscal 
authorities in the key overseas countries. In this scenario the average growth rate 
in Canada over the medium term would be 3 1/2 per cent, and the unemployment 
rate would decline steadily to 6 3/4 per cent by 1991. The mid-range scenario 
assumes an international environment which goes only part way towards removing 
international economic imbalances, with only a moderate amount of deficit 
reduction in the United States, limited easing of U.S. monetary policy and more 
hesitant policy adjustments overseas. Canadian real growth would average 

2 3/4 per cent from 1988 to 1991, and the 1991 unemployment rate would be 

7 3/4 per cent. In the unfavourable international economic environment, or low 
growth scenario, there is little government deficit reduction in the United States 


Chart 1 
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over the medium term and no accommodating policy action elsewhere. 
Consequently, real interest rates would remain high, with worsening imbalances in 
world trade and capital markets. Over the 1988-1991 period, real output growth in 
Canada would average 2 1/4 per cent, and the unemployment rate would be about 
9 per cent in 1991. A world recession would be a distinct possibility in such a 
policy environment. 
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2. The Broadening Canadian Economic Recovery 


Recent Economic Developments 


Real growth in the Canadian economy in 1985 was unusually and unexpectedly 
robust for the third year of a cyclical recovery. Real GNE grew about 4 1/2 per 
cent compared to the May 1985 budget forecast of 3.1 per cent and a similar 
average expectation by private sector forecasters at the time of the May budget. 
Employment rose 2.8 per cent, with the result that 311,000 jobs were created, and 
the unemployment rate fell 0.9 percentage points from December 1984 to close the 
year at 10.0 per cent. In January 1986 an additional 129,000 jobs were created, 
the largest monthly increase ever recorded, and the unemployment rate declined to 
9.8 per cent. Strong growth and a broadening of the recovery in Canada in 1985 
were even more remarkable in the face of slowing growth in the United States. 


An important development during 1985 was the significant improvement in 
private sector confidence in the future of the Canadian economy, as indicated by 
surveys of consumer and business attitudes, rising business investment intentions, 
soaring stock market prices and a decline in the personal savings rate. This 
improvement in confidence can be related to a number of important developments: 
interest rates declined significantly after the first quarter of the year, contributing 
to further improvements in the financial positions of businesses and consumers; 
the rate of inflation continued to be stable and moderate; employment grew 
strongly and the unemployment rate fell substantially; capacity utilization rates 
improved; and the government took credible steps to restore fiscal responsibility 
and encourage private sector initiative. The decline in the personal savings rate 
from a peak of 15.2 per cent in the third quarter of 1983 to an estimated average 
of 12.5 per cent last year provided clear testimony that consumers were ready and 
willing to increase expenditures. 


Economic performance over the past year has been satisfying in another important 
respect as well: the recovery became much more broadly based. The recovery was 
led initially by a turnaround from the huge inventory decline of the recession 
period and then, through much of 1984, by a surge in exports which largely 
reflected very strong U.S. demand. Final domestic demand in Canada remained 
restrained in the first two years of the recovery, increasing 0.8 per cent in 1983 
and 2.9 per cent in 1984, in sharp contrast to real GNE growth of 3.3 and 5.0 per 
cent respectively. The growth in economic activity broadened last year as real final 
domestic demand, propelled by a surge in business non-residential fixed 
investment, housing expenditures and strong consumer spending, grew at least as 
rapidly as real GNE in each quarter. For 1985 as a whole, real final domestic 
demand rose an estimated 5.0 per cent, one-half percentage point more than real 


Table 1 
Recent Canadian Economic Developments 


1983 1984 1985() 


(per cent change unless 
otherwise specified) 
Expenditures (volumes) 


GNE 33 5.0 4.5 
Consumption Sul Sell 4.9 
Housing starts (thousands of units) 163 135 166 
Residential investment 25.3 —4,2 16.6 
Business non-residential investment — 13.0 0.6 6.6 
Final domestic demand 0.8 Es, 5.0 
Inventory change (billions of 1971 dollars) —0.2 0.5 0.9 
Exports 6.4 19.5 4.2 
Imports 8.1 14.4 5.6 
Net exports (billions of 1971 dollars) —0.5 le? 0.7 
Prices and costs 
CPI 5.8 4.4 4.0 
Wage settlements) 26) 3.6 3.6 
Average wages?) 4.6 3:5 4.4 
Unit labour costs zal 1.0 Phe) 
Labour market 
Employment 0.8 Pes 2.8 
Labour force 1e9) 1.8 1.9 
Unemployment rate (per cent level) 11.9 IES 10.5 
Productivity) 2.4 PS 1.6 
Incomes 
Labour income 555 6.1 Tes! 
Personal disposable income BS 7.4 8.2 
Corporate profits 54.8 Die? 4.2 
Financial markets (levels) 
Commercial paper rate (90-day) 95) lee 9.6 
Prime rate 11.2 Hal 10.6 
Long-term corporate bond rate (McLeod Young Weir 
average) 1287, 13.5 11.8 
Exchange rate) —-Canada-U.S. (U.S.¢ per Cdn$) 81.1 Wile WBe2 
—Trade weighted (1971=100) 82.1 79.3 75.6 
—Canada-G-9 (1971 =100) 82.8 85.6 83.4 
Memorandum items 
Personal savings rate (per cent level) e238 132 12:5 
Merchandise trade balance ($ billions) Whe) 20.7 17.6 
Current account balance ($ billions) ed 2.6 —1.3 
Federal government balance (National Accounts basis, 
$ billions) —24.1 —29.7 — 29.7 
Total government balance (National Accounts basis, 
$ billions) — 24.1 — 26.7 —27.4 


(1) For some indicators such as National Income and Expenditure Accounts data, the 1985 figures are Department of Finance estimates. 

(2) Non-COLA contracts in the commercial sector. 

G) Wages, salaries and supplementary income per employed person. 

(4) Real GNE per employed person. 

(5) The trade-weighted exchange rate is an index of the value of the Canadian dollar vis-a-vis the currencies of other G-10 nations weighted by their 


shares of Canadian trade. The Canada G-9 exchange rate is a similar index calculated for the currencies of these same countries excluding the 
United States. 


GNE. The strength of output growth and the broadening of the recovery in 
Canada in 1985 compare very favourably to the lower and slowing pace of growth 
in the United States and the moderate rates of growth, still heavily export-led, 

in most European economies. Table | provides a summary of recent 

economic developments. 


The strong increase in real business non-residential investment in 1985, estimated 
at 6.6 per cent, is particularly noteworthy. For the first 1 1/2 years of the recovery, 
real business fixed investment was a substantial drag on the economy, falling more 
than 9 per cent. This poor performance followed on the heels of a 13.2-per-cent 
decline in the 1981-1982 recession as capacity utilization rates fell to postwar 
lows, corporate cash flow plummeted, and many firms struggled just to make 
payments on the large stock of debt accumulated during the investment boom of 
the previous several years. By the end of 1984, corporate financial positions had 
recovered substantially. The turnaround in real business non-residential 
investment in 1985 was led by non-residential construction activity, with an 
estimated increase in expenditure of 7.7 per cent. Machinery and equipment 
investment typically lags behind an upturn in construction but nevertheless is 
estimated to have increased a healthy 5.7 per cent. While most aggregate 
determinants of investment spending did improve in 1985, the investment growth 
was not evenly spread across sectors. Five industrial groups — petroleum and 
natural gas, paper and allied products, primary metals, transportation equipment 
and real estate — accounted for almost all of the increase in investment in 1985. 


In addition to the strong growth in business investment in 1985, there were a 
number of other encouraging developments. Residential investment expenditure 
surged an estimated 16.6 per cent in 1985, spurred by lower interest rates and the 
release of pent-up housing demand from the recession and early recovery periods. 
Consumer expenditure was also robust, rising an estimated 4.9 per cent in 1985 in 
response to lower interest rates, sustained growth in personal income and renewed 
consumer confidence. Inflation, at 4 per cent as measured by the consumer price 
index, continued to moderate in spite of the depreciation of the Canadian dollar 
which occurred over the year and the healthy pace of real output growth. Strong 
employment growth of 2.8 per cent last year was not realized at the expense of 
productivity gains; indeed, productivity is estimated to have increased 1.6 per cent 
in 1985, a pace that exceeds the average productivity performance in the third 
year of previous recoveries. Wage increases fell to the 3 to 4 per cent range and, in 
combination with strong improvements in productivity, produced rates of increase 
in unit labour costs of less than 3 per cent. 


Both personal and corporate financial positions improved further in 1985 although 
in terms of income flows the improvement was more noticeable for persons; 
personal disposable income expanded 8.2 per cent while corporate profits rose 

4.2 per cent. In the corporate sector, the improved financial picture manifested 
itself in further declines in debt/equity ratios, particularly for firms in the non- 
resource area, and further improvements in interest coverage ratios. Persona] 
sector financial wealth, as a percentage of personal disposable income, continued 
to rise rapidly in 1985, and debt servicing payments on outstanding consumer 
credit as a percentage of income fell to an eight-year low, indicating substantial 


room for consumers to finance increased spending. The stronger income and net 
worth positions of consumers, lower interest rates and the confidence-building 
effects of stable, moderate inflation and lower unemployment rates were key 
factors in the estimated 0.7 percentage point fall from the previous year in the 
average personal savings rate to 12.5 per cent in 1985. 


Canada’s surplus in merchandise trade declined from $20.7 billion in 1984 to 
about $17 billion in 1985 and, after three years of surpluses, the current account 
moved into a small deficit in 1985. A number of factors played a role in the 
weakening trade balances. With Canadian domestic demand gaining momentum, 
particularly in sectors with high import content such as machinery and equipment 
and consumer durables, a rebound in imports was inevitable. At the same time, 
there was some weakening in export growth due to the sharp slowdown in the 
United States economy and the continuing weakness in final domestic demand in 
Europe. Commodity prices continued to decline in 1985, and this contributed to a 
fall in Canada’s terms of trade. An additional factor adding to the fall in the terms 
of trade was the decline in the value of the Canadian dollar versus the U.S. dollar 
and other major currencies. Such a depreciation typically worsens the current- 
dollar trade balance before the benefits of increased competitiveness are fully 
realized in stronger exports and lower imports. 


Short-term interest rates averaged 9.6 per cent in 1985, a decline of 160 basis 
points from average 1984 levels, with the bulk of the decline registered in the 
second and third quarters. From the 1985 peak in early March, short-term interest 
rates declined over 300 basis points to the low for the year recorded in October. 
With downward pressure on the Canadian dollar developing, short-term rates 
subsequently rose about 75 basis points over the final two months of 1985 and 
increased further in early 1986. Long-term interest rates also recorded substantial 
declines in 1985, with year-end levels more than 150 basis points below December 
1984 levels. 


The Canadian dollar depreciated 5 per cent against the U.S. dollar over the course 
of 1985 and 9 per cent on a trade-weighted basis against the currencies of all our 
major trading partners. Against a trade-weighted index of the currencies of our 
main trading partners outside North America, the Canadian dollar depreciated 

25 per cent, in line with the decline of the U.S. dollar against overseas currencies. 
This realignment should prove particularly helpful to Canada’s resource industries 
which have faced stiff competition in the United States and other markets from 
the Scandinavian countries, in the case of forest products, and from the developing 
countries in the case of metals and minerals. 


The Canadian Recovery in an Historical Perspective 
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This section examines Canadian economic performance in the current recovery 
from the perspective of average behaviour in the six previous postwar economic 
recoveries.) A comparison of the current recovery and expansion with previous 


(2) See Current Economic Conditions, Statistics Canada, March 1982 for a discussion of cycles prior to 1982. 


economic upturns is provided in Table 2. Several features of the current recovery 
are of particular note. Real output and employment growth have been stronger 
than the average of previous recoveries, and consequently the unemployment rate 
has shown larger-than-average declines. However, this superior performance in 
part reflects the fact that the 1981-1982 recession was the most severe of the 
postwar period. Thus, the level of the unemployment rate has remained 
consistently above the average experienced in previous cycles in spite of the larger 
declines during the current recovery. The relative severity of the 1981-1982 
recession is also clearly demonstrated by the fact that, despite the strong recovery, 
average annual real GNE growth measured from the pre-recession peak level of 
real GNE has been only 1.8 per cent, whereas the comparable measure of 
average annual growth from the trough of the recession has been a very robust 
5.4 per cent. 


One prominent feature of the early phase of the current recovery was the relative 
weakness in final domestic demand: in the first 1 1/2 years of this recovery final 
domestic demand increased at less than half the pace of previous recoveries. 
However, over the latest five quarters, the base of the recovery has broadened 
substantially, such that final domestic demand has grown at nearly twice the 
average pace of previous recoveries. This boost came from stronger consumption 
and a turnaround in investment spending. Thus, after 11 quarters of recovery, 
cumulative growth in final domestic demand is now approaching the average of 
previous recoveries. 


Canadian performance on the inflation front has been exceptional in the current 
recovery. The rate of inflation, as measured by the CPI, declined 5.6 percentage 
points in the first 11 quarters of the current recovery compared to an average 


Table 2 
The Current Economic Recovery in an Historical Perspective 
Total 11 quarters of First 6 quarters of Next 5 quarters of 
the recovery!) the recovery‘! the recovery‘! 
Average of Average of Average of 
Current previous Current previous Current previous 
recovery 6recoveries recovery 6recoveries recovery 6 recoveries 
(cumulative percentage change unless otherwise specified) 
Real GNE S07 13.0 9.0 9.6 6.1 335) 
Final domestic demand 10.1 12.9 3.6 9.4 6.2 32 
Employment 8.0 5.3 4.4 3.6 35) 1.6 
Inflation (change in the rate) —5.6 —2.2 —5.0 —2.9 —0.6 0.7 
Productivity Weil 6.7 4.4 4.8 DS 1.8 
Inventory stock-to-sales ratio (end of 
period index 1971 =100) 85.5 103.7 86.9 105.4 85.5 103.7 
Unemployment rate (percentage point 
change) —2.5 0.6 —1.4 —0.5 —1.1 1.1 


Se eee SSS Se ee 
(1) The cumulative percentage change, unless otherwise specified, is measured from the trough of the previous recession irrespective of the length of the specific recovery. 
(2) Productivity is measured as real GNE per employed person. 
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decline of 2.2 percentage points in the six previous recoveries. Equally important, 
productivity has increased 7.1 per cent in the recovery thus far, compared to an 
average increase of 6.7 per cent in previous cyclical recoveries, and an average 
annual increase of a mere 0.2 per cent over the 1973-1982 period. Lower wage 
inflation and better productivity performance have combined to produce a very 
good unit labour cost picture as well, particularly in comparison with the 
experience in the 1970s. 


The current recovery is now in its fourth year, and rapidly approaching the 
average length of postwar cyclical recoveries. This fact alone might indicate that a 
continuation of the current recovery over the 1986-1991 period is unlikely. 
However, statistics such as the average duration of recoveries hide a wide 
variation in the length of previous postwar recoveries. Moreover, they also mask 
very different economic environments and policy frameworks. For example, the 
durations of postwar Canadian recoveries have ranged from a high of 13 years 
(1961 to 1974) to a low of one year (1980 to 1981). Equally important, most 
studies indicate that recoveries have typically come to an end due to inflation 
surges and/or inventory imbalances. Neither factor is currently present, as the 
historical perspective on the current recovery in Table 2 makes clear. Indeed, the 
performance on inflation, productivity and unit labour costs in the current 
recovery has been the best in over a decade, and inventories are being carefully 
controlled in the Canadian corporate sector. 


Sectoral and Regional Aspects of the Canadian Recovery 


Developments in individual sectors and regions of the Canadian economy reflect 
the trends observed at the aggregate level, particularly the unbalanced nature of 
the early recovery and its subsequent broadening over the last year. As exports 
were an early stimulus to recovery, export-oriented sectors showed the earliest 
improvement. However, the base of the export expansion was fairly narrow, being 
concentrated mainly in transportation equipment and certain metal and forest 
products. Consequently, regions where these export industries predominate, 
notably central Canada and certain eastern provinces, recovered most quickly and 
to the greatest extent. Weakness in agriculture and energy markets made the first 
two years of the recovery more difficult for western Canada’s economy. With the 
substantial broadening of the recovery in 1985, however, all sectors and regions 
shared more fully in the expansion of output and employment. Chart 2 presents a 
summary of sectoral developments in the recovery to date, while Chart 3 shows . 
developments at the regional level. 


Sectors which benefited from the strong U.S. demand for imports led the recovery 
in output, although the high levels of the Canadian and U‘S. dollars vis-a-vis 
overseas Currencies increased the competitive forces facing Canadian exporters in 
US. and overseas markets for certain products. Output gains in the first 

1 1/2 years of recovery were concentrated in primary industries, particularly 
forest products and metal mines, and wholesale and retail trade. Manufacturing 
industries and transportation, communications and storage industries contributed 
an increasing share of production as the recovery progressed and broadened. The 
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strength of recovery was about equally shared between the goods- and services- 
producing sectors, but growth in both groups was highly concentrated in a few 
industries. As the base of the recovery broadened significantly in 1985, most 
industries contributed solidly to growth although some weakness was evident in 
primary industries, particularly mining. 


Sectoral employment gains have generally been smaller than rates of increase in 
real output and production, as substantial gains in productivity were realized in 
the majority of industries. Further, 83 per cent of the employment gains in the 
first 11 quarters of the recovery were in three sectors — community, business and 
personal services, wholesale and retail trade, and manufacturing — that together 
account for 54 per cent of Canadian production. A number of industries, 
particularly those in goods-producing sectors, have levels of employment which are 
still well below those in the pre-recession period. 


The strongest productivity performance was recorded by manufacturers and firms 
engaged in transportation, storage and communication, as managers in these 
industries responded to severe cost pressures and increased competition during and 
in the aftermath of the recession. The mining and forest products industries have 
also greatly improved their cost-competitiveness given similar incentives. 


Provincial experience in the recovery has also been uneven, in large part due to the 
different sectoral composition of production in individual provinces. The principal 
strength early in the recovery appeared in Ontario and Quebec, as both benefited 
from the international trade and inventory developments that dominated the 
recovery in 1983 and 1984, and in Nova Scotia and New Brunswick, reflecting the 
recovery in the primary sector. The largest percentage employment gains and the 
greatest reductions in unemployment rates occurred in Ontario, Quebec and Nova 
Scotia. New Brunswick achieved very large productivity gains with relatively less 
employment growth. On average over 1983 and 1984 real output in Prince Edward 
Island grew faster than the national average while the pace of recovery lagged in 
Newfoundland. The recovery began later in the western provinces, particularly 
Alberta, and consequently unemployment rates continued to rise in Alberta, 
Saskatchewan and British Columbia in 1983 and into 1984. The general 
broadening and strengthening of recovery over the course of 1985 produced 
improvements in the unemployment rates in all provinces except Prince Edward 
Island. Nevertheless, unemployment rates remain above levels experienced prior to 
the 1981-1982 recession in all provinces. 


Relative International Economic Performance 


While the Canadian recovery initially lagged behind the pace of growth in the 
United States, the cumulative growth in Canada since the end of the 1981-1982 
recession now surpasses that experienced in the United States. Real GNE has 
increased 15.7 per cent in Canada over the 2 3/4 years of the recovery, as 
compared to 13.4 per cent in the United States. More importantly, the Canadian 
recovery has broadened greatly over the past year and become significantly 
stronger than in the United States. Real growth in Canada has recently been 
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proceeding at roughly twice the pace of the United States and employment growth 
has been substantially stronger in Canada as well. The stronger Canadian growth 
during the recovery has offset considerably the relatively deeper recession 
experienced here than elsewhere in 1981-1982. Comparisons with Canada’s major 
overseas trading partners are also illustrative, particularly with respect to the 
much stronger job creation in Canada. Table 3 presents an overview of the U.S. 
and Canadian recoveries from the 1981-1982 recession, and Chart 4 provides a 
comparison with the major industrialized countries. 


Canadian real economic activity expanded at a rate that was not much lower than 
in the United States in the first 1 1/2 years of the recovery, but growth in Canada 
was almost entirely due to the end of the inventory declines experienced during the 
recession and to booming exports to the U.S. market. In nearly every other 
respect, the U.S. economy substantially outperformed the Canadian. Final 
domestic demand in Canada rose at about one-third of the U.S. rate as most 
elements of demand, and in particular business investment, were weaker in 
Canada. Further, the unemployment rate fell only 1.4 percentage points in 
Canada compared to a drop of 3.1 percentage points in the United States. 


A Comparison of Canadian and U.S. Economic Performance in the Recovery 


Total 
11 quarters First 6 Latest 5 
of recovery) quarters quarters 


Canada USS. Canada UES. Canada US. 


(cumulative percentage change 
unless otherwise specified) 


Real GNE 15.7 13.4 9.0 10.5 6.1 2.6 
Real business non-residential 
investment —1.8 34.5 —9,3 el 8.4 11.0 
Real final domestic demand 10.1 16 3.6 7 6.2 5.4 
Real net exports (per cent of 
GNE) —0.4 —3.7 0.0 — 3.0 —0.4 —0.8 
Employment 8.0 8.1 4.4 59 35 Pg 
Unemployment rate 
—Average level over the period 13 8.2 1g a 9.0 10.9 ps3 
—Change in the rate over the 
period —2.5 —3.5 —1.4 —3.1 —1.1 —0.4 
Productivity Tel 4.9 4.4 4.4 Da 0.5 
Inflation rate (CPI) 
—Average level over the period 4.8 oe | 3) 3.6 3.8 3.8 
—Change in the rate over the 
period —5.6 —1.1 —5.0 —0.2 — 0.6 —0.9 
Corporate profits (after tax) 160.3 35.4 141.0 40.7 8.0 —3.8 
Real personal disposable income US 10.0 5.0 8.2 2.8 Le 


() The 11 quarters of recovery refer to the period first quarter 1983 to third quarter 1985. 
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Chart 4 


Relative International Economic Performance Since 1982 


(Cumulative Change from Fourth Quarter 1982 
to Third Quarter 1985) 


Real GNP/GDP (per cent) 
E34 Employment (per cent) 


KX] Unemployment rate 
(percentage points) 
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The composition of the Canadian recovery changed substantially in mid-1984, and 
over the latest five quarters economic performance in Canada has surpassed the 
U.S. economy in most respects. Real GNE in Canada has risen at more than 
double the rate in the United States. The unemployment rate has fallen 0.7 per- 
centage points more in Canada, as employment has risen 3.5 per cent in Canada 
compared to 2.1 per cent in the U.S. Nevertheless, strong employment growth has 
not come at the expense of productivity gains. Productivity rose 2.5 per cent in 
Canada over the latest five quarters in contrast to a 0.5-per-cent rise in the 

United States. 


Over the 2 3/4 years of the recovery, several differences between Canadian and 
U.S. performance stand out. Real output has expanded more in Canada than in 
the United States. At the same time, however, real business non-residential 
investment increased 34.5 per cent over the 11 quarters of recovery in the United 
States, while in Canada investment in the third quarter of 1985 was still below the 
level recorded in the trough of the 1981-1982 recession. More positively, inflation 
has decreased much more in Canada than in the United States, such that there are 
now similar rates of inflation in the two countries. Moreover, productivity has 
increased substantially more in Canada, as have corporate profits. The corporate 
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debt-to-equity ratio, which rose to a substantially higher level in Canada than in 
the United States during the recession, has since improved substantially in Canada 
while remaining essentially flat in the United States. 


Canadian performance in the recovery has been generally superior to that 
experienced by the major industrialized countries outside North America as well. 
As is evident in Chart 4, the Canadian economy achieved larger increases in real 
output, larger increases in employment by a wide margin, and declines rather 
than increases in the unemployment rate when compared to the main 

European economies. 


3. Short-Term International Economic Prospects 


In comparison with most other countries, Canada has a very “open” economy, 
with exports accounting for almost a third of domestic production, and imports 
supplying over 30 per cent of domestic demand. As well, Canadian capital markets 
are highly integrated with international financial markets. Consequently, the 
Canadian economy is particularly sensitive to developments in the external 
economic environment, especially to those in the United States. And 1985 was a 
year of substantial changes in the international economic environment. 


The U.S. economic expansion, which has been the principal locomotive of growth 
for the world economy, lost much of its vigour in 1985. The U.S. economy’s 
demand for goods and services remained strong, but growth in the nation’s output 
sagged as much of American demand was met by imports and by paring down 
inventories. America’s traded goods industries were hard hit by foreign 
competition, giving rise to protectionist pressures in the United States. Outside 
North America, by contrast, domestic demand was relatively weak. The major 
European economies and Japan remained heavily dependent on their burgeoning 
trade surpluses for growth. 


Some dramatic changes occurred in 1985. By late February the U.S. dollar rose to 
record levels against the major European currencies and the yen, some 56 per cent 
above the average 1980 level on a trade-weighted basis, and then declined 19 per 
cent by 1985 year-end. Excess supplies of agricultural, energy, and other 
industrial commodities in recent years continued to put downward pressure on 
commodity prices in 1985. The suspension of tin trading on the London Metals 
Exchange in October 1985 marked one particularly dramatic aspect of the 
weakness in demand for industrial commodities, as non-oil commodity prices in 
1985 reached a 10-year low relative to the price of manufactured goods. Spot oil 
prices also fell sharply in the wake of the announcement by the Organization of 
Petroleum Exporting Countries (OPEC) that it would no longer attempt to defend 
a particular price level but would “secure and defend a fair share in the world oil 
market’’. There were significant international policy developments in 1985 as well, 
with the September meeting of the Group of Five major trading nations and the 
Gramm-Rudman deficit reduction bill in the United States standing out for their 
impacts on financial markets and expectations. 


A summary of international economic prospects in 1986 and 1987 is provided in 
Table 4. During this year and next, less rapid international growth is expected 
compared to earlier phases of the recovery, and the international environment will 
likely continue to be volatile. While consistent with a moderate rate of economic 
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Table 4 
International Economic Prospects 


1985 1986 1987 


(annual per cent changes 
unless otherwise specified) 


United States) 


Real GNE Dee) 9254 | o22 
CPI ee) 3.6 4.8 
Employment 2.0 1.8 2.0 
Federal government balance (U.S.$ billions, 

unified budget basis) — 203 —176 —158 
90-day commercial paper rate (% level) 

(true yield) 8.3 7.6 8.2 
AAA corporate bond rate (% level) eS 10.2 10.2 
Other major OECD countries 
Real GNE/GDP 

Europe) 2.6 pa] D5 

Japan Sly 4.5 4.0 
Industrial production 

Europe®) 3.4 21 25] 

Japan S57, a2 4.5 
Consumer prices 

Europe®) 6.6 5.0 4.5 

Japan Zed 1.8 (hee) 
Oil price 
Saudi Arabian price for light crude petroleum 

(fob Persian Gulf, U.S.$/bbl) 28.08 23.88 23.74 


“) The U.S. national accounts data were revised in the fourth quarter of 1985 to reflect the rebasing of price 
deflators to 1982=100 and to incorporate some substantial revisions to methodology. The current Department 
of Finance forecast was prepared on the basis of the data and methodology used prior to the decennial 
rebasing and therefore the 1985 data do not fully reflect these revisions. 


(2) Rates of change for the four major European countries weighted by Canadian exports to these countries. 


growth in Canada during 1986 and 1987, this less robust international 
environment will act as one factor contributing to less rapid growth in Canada 
than experienced during the recovery to date. A substantially greater degree of 
uncertainty overhangs the international economic environment beyond 1987. 
Concerns abound about imbalances in the U.S. federal government budget and 
external trade accounts, the ability of developing economies to service their debt, 
the prospects for crude petroleum and non-oil commodity prices, and the 
willingness of major industrial countries to co-ordinate their monetary and fiscal 
policies to correct international imbalances. These will be the major influences 
shaping international economic performance over the medium term. 


Developments in the United States 


The pace of real output growth in the United States slowed significantly in 1985 
to an average annual rate of about 2 1/2 per cent. While final domestic demand 
growth remained strong, the sharp reduction in inventory investment and the 
rapidly deteriorating U.S. trade picture exerted an enormous drag on the U.S. 
economy. In response to the sharply slowing real GNE growth, the Federal 
Reserve Board moved to a more accommodating monetary policy stance and U.S. 
short-term interest rates declined substantially over the course of last year. The 
continuing good inflation performance, the decline in world oil prices, the general 
weakness of non-oil commodity prices and the passage of the Gramm-Rudman bill 
also led to greater investor optimism in late 1985 resulting in a sharp reduction in 
long-term bond yields and a surge in the stock market. The U.S. dollar, which 
reached record levels against many major currencies early in the year, declined 
substantially on a trade-weighted basis to end the year at a level similar to the 
1983 average. 


As the United States enters the fourth year of the current expansion, the U.S. 
economy is marked with many conflicting indicators of strength and weakness. 
Inventories are under control, the housing market seems poised for another solid 
year and inflationary pressures remain subdued. However, the low personal 
savings rate and high consumer debt burden are likely to constrain consumer 
spending. The capital spending boom which played a key role in fuelling U.S. 
growth during the current recovery also appears to have run its course. Based on 
recent surveys of business investment intentions, real investment spending in 1986 
appears likely to be weak. 


Real GNE growth in the United States is forecast to be 2.7 per cent in 1986 and 
3.2 per cent in 1987 — rates of increase which roughly bracket current estimates of 
U.S. potential growth. In both years, the main stimuli to growth in real economic 
activity are expected to be housing investment and improvements in the foreign 
balance, as a result of declining interest rates and world oil prices and the lower 
dollar. Employment growth of roughly 2 per cent per year is anticipated this year 
and next — about the same as growth in the labour force. 


In spite of the length and strength of the expansion, U.S. inflation to date has 
shown few signs of the resurgence characteristic of previous postwar economic 
cycles. International commodity prices remain weak and intense competition from 
foreign suppliers has constrained the ability of domestic U.S. producers to increase 
prices. In the wake of the OPEC announcement of December 11, 1985, the 
prospects for international oil prices are weak, contributing to a generally 
optimistic short-term outlook for U.S. inflation. Nonetheless, the recent and 
prospective depreciation of the U.S. dollar on a trade-weighted basis will exert 
upward pressure on U.S. inflation. Thus, while the overall impact of these factors 
is likely to be sufficient to keep inflation in the 3 1/2-per-cent range this year, a 
pick-up in inflation to near 5 per cent in 1987 is likely, as the effects of the 
exchange rate depreciation are felt more fully. 
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In the context of relatively weak economic growth and continuing good inflation 
performance in 1986, it is expected that the Federal Reserve Board will permit 
modest declines in short-term U.S. interest rates over the course of the year. A 
slight pick-up in U.S. short-term interest rate levels is probable in 1987 in 
response to strengthening growth and an increasing inflation rate. This year, long- 
term U.S. bond rates are expected to be considerably lower on average than the 
levels prevailing over the first three years of the recovery. 


Prospects in Overseas Economies 


The imbalances identified in the U.S. economy are closely intertwined with 
developments in overseas economies. The rise in the U.S. dollar until early 1985 
and the large and growing U.S. trade deficit have been the counterparts of weak 
currency values and a heavy reliance on the trade sector for growth in the major 
countries outside North America. Prospects in the overseas economies will be 
critically affected by the degree of co-ordination in international macro-economic 
policies, particularly the follow-through on the September G-5 agreement and the 
nature of the resolution of the U.S. fiscal problem. Developments in international 
commodity prices, principally but not exclusively crude petroleum prices, will also 
play an important role in influencing the international economic environment. 


Real output growth in 1985 in the four major European countries, weighted by 
Canadian exports to these countries, was 2.6 per cent while real output grew 

5.2 per cent in Japan. Relative to the pace of growth in 1984, real output growth 
in Japan, Germany and France slowed somewhat in 1985 while real growth in the 
United Kingdom increased. In both years growth in real domestic demand in the 
major European countries and Japan was significantly below the rate of expansion 
of real GNE/GDP, reflecting the influence exerted by export sales. Over the 
forecast horizon, real growth in the major European countries is expected to 
average about 2 3/4 per cent in 1986, and then decline slightly to about 2 1/4 per 
cent in 1987, while Japanese real growth is expected to slow to 4 1/2 per cent and 
4 per cent in 1986 and 1987 respectively. It is assumed that fiscal policy will be 
slightly more expansionary in these economies, while monetary policy will be 
guided at least in part by exchange rate developments. Lower world oil prices, in 
conjunction with somewhat more stimulative macro-economic policies, could 
conceivably produce stronger real output growth in Europe and Japan. The 
weighted average rate of inflation in the four major European countries is forecast 
to be 5 per cent in 1986, and 4 1/2 per cent in 1987. Japan is expected to continue 
its traditionally good inflation performance this year and next. 


Crude Petroleum and Other Commodity Price Developments 
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International spot prices for crude petroleum have fallen sharply since the 
December 1985 OPEC announcement that it would “secure and defend a fair 
share in the world oil market”. Peak prices for spot crude petroleum in 1985 were 
reached in November and exceeded U.S. $30 in some markets. Since the OPEC 
announcement, considerable uncertainty in the world oil market has been reflected 
in the volatility of the spot price for crude petroleum, which has fallen below 

U.S. $20. The average selling price of petroleum, however, has not declined as 


sharply as the spot market price, as large volumes of crude petroleum are traded 
subject to contracts which take some time to adjust to changing market forces. 


The price of petroleum has a strong influence on economic developments, not only 
in Canada, but also world-wide. Therefore, it is necessary to specify a particular 
price assumption in order to prepare a projection of Canada’s economic and fiscal 
prospects. In the Economic Outlook and Fiscal Plan documents presented with 
this budget, the assumption made is that the average selling price for a barrel of 
oil of quality equivalent to Saudi Arabian light will be U.S. $22.50 over the rest of 
1986. Beyond 1986, the oil price is assumed to rise roughly at the rate of U.S. 
inflation. This price profile implicitly assumes some restoration of balance 
between demand and supply for petroleum relative to the situation of recent 
months. However, past experience underscores the difficulty of predicting oil 
price developments. 


Should oil prices be lower than assumed, the world-wide distribution of income 
would be directly affected. Mexico and OPEC members such as Venezuela and 
Nigeria, whose economies depend significantly on oil exports, would undoubtedly 
be hurt by a fall in the oil price. Oil-importing nations such as Japan and West 
Germany would reap substantial benefits. The United States, although it has 
appreciable domestic oil production, is a large net importer and would also benefit 
directly from lower world oil prices. 


Since Canada is a net exporter of oil and natural gas, lower oil prices have a direct 
negative impact on the balance of trade. Substantially lower energy prices might 
also lead to the postponement or cancellation of some related investment projects. 
Nevertheless, Canada would gain on balance from lower oil prices. Lower 
inflation in our main trading partners, particularly the United States, would 
enhance prospects for economic expansion and the growth of Canadian exports. 
Lower international interest rates, made more likely in such an environment, 
would also stimulate output both at home and abroad. Lower inflation in Canada 
would directly stimulate consumer spending and housing demand through higher 
real disposable incomes, and would also reduce the costs of production in the 
non-energy corporate sector. 


During the current expansion, non-oil commodity prices have increased less than 
might have been anticipated in light of the strength and the length of the recovery. 
To a large extent, this apparent weakness has been the result of the exceptionally 
strong U.S. dollar. Commodity prices in terms of other major currencies have not 
been as weak, though historically high real interest rate levels and excess supply 
have acted to depress commodity prices in all currencies. In the near term, two 
contradictory forces are likely to operate on commodity prices. If the depreciation 
of the U.S. dollar which began in 1985 continues, it will put upward pressure on 
international commodity prices measured in U.S. currency. However, any such 
increases will be constrained, at least in the short term, by the excess supply of 
most commodities. On balance, non-oil commodity prices are unlikely to increase 
significantly in 1986 or 1987. Over the medium term, some positive growth in real 
commodity prices can be expected, to the extent that the U.S. dollar returns to 
more competitive international levels and real interest rates gradually move back 
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to more normal historical levels. Chart 5 shows recent movements in non-oil 


commodity prices in nominal terms and relative to the price of manu- 
factured goods. 


Chart 5 
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4. The Outlook for the Canadian Economy, 1986-1987 


Overview 


Developments in 1985 leave the Canadian economy well poised to continue the 
economic expansion. The short-term outlook is characterized by the expectation of 
sustained real output growth, moderate employment expansion with a declining 
unemployment rate, stable inflation and some further modest declines in interest 
rates on an average annual basis. Investment growth will be one of the main 
contributors to growth over the short term, and the greater balance that was 
achieved in 1985 among the sources of aggregate demand is expected to continue 
over the forecast period, 1986-1987. 


The short-term outlook for the main Canadian economic indicators is shown in 
Table 5. Real GNE is estimated to have increased 4.5 per cent in 1985. This pace 
is expected to slow to a 3.7-per-cent rate of increase in 1986 and 3.0 per cent in 
1987. On a quarterly basis, real GNP growth is expected to be somewhat lower in 
1986, and higher in 1987, than is indicated by the average annual figures. 
Measured from the last quarter of 1985, real output growth to the fourth quarter 
of 1986 is expected to be 2.6 per cent while growth from the end of 1986 to the 
fourth quarter of 1987 is forecast at 3.2 per cent. The anticipated slowdown in 
1986 and strengthening in 1987 largely reflect the expected performance of the 
international economy and the forecast pattern of domestic consumer expenditure. 


Following strong increases in consumer expenditure in 1985, the pace of growth is 
expected to moderate in 1986 as the expansion in personal income moderates and 
the pace of durable goods purchases slows in response to the large stock 
accumulation that has already taken place, particularly in automobiles. Growth in 
residential investment is forecast to moderate from the dramatic pace in 1985 as 
housing starts stabilize at the higher levels recorded recently. A major source of 
growth in both 1986 and 1987 is expected to be business fixed non-residential 
investment, particularly in machinery and equipment and in the non-energy 
sectors. This view is supported by the recent survey of investment intentions 
conducted by the Department of Regional Industrial Expansion. Net exports are 
not expected to be a source of growth this year due to continuing modest growth in 
the United States economy and stronger imports associated with the surge in 
machinery and equipment investment. In 1987 the trade sector is forecast to make 
a net contribution to growth as the U.S. economy picks up and the enhanced price 
competitiveness of Canadian producers yields greater export penetration of 
foreign markets. 
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Table 5 
Short-Term Economic Outlook: 
Main Economic Indicators, 1985-1987 


1985 1986 1987 


(per cent change unless 
otherwise specified) 


Expenditure (volumes) 


GNP 4.5 oy 3.0 
Consumer expenditure 4.9 35 a5 
Residential investment 16.6 Dey 0.0 
Business non-residential investment 6.6 7.0 4.4 
Machinery and equipment Sil 7.8 D232, 
Non-residential construction Tet: 6.0 Ce) 
Government expenditure 1.8 0.9 1.9 
Final domestic demand 5.0 39h 2S 
Exports 4.2 3.0 4.5 
Imports 3G 229 3.6 
Net exports (billions of dollars) 0.7 0.7 ne 
Inventory change (billions of dollars) 0.9 0.9 12 
Prices and costs 
CPI 4.0 4.3 3.6 
GNP deflator 33 3.8 4.2 
Average wage rate(!) 4.4 3.8 4.2 
Labour market 
Labour force 1.9 2.4 1.6 
Employment 2.8 323 Pap. 
Productivity 1.6 0.4 0.8 
Unemployment rate (fourth quarter) 10.2 9.6 9.0 
Incomes 
Personal income 8.4 ee 6.0 
Corporate profits 4.2 9.7 Lae 
Personal savings rate (level) 1255 11.1 10.1 


Financial market assumptions 
90-day commercial paper rate (level) 
Nominal 9.6 95 8.7 
Real® 5.6 5.2 Sul 
McLeod Young Weir average of long-term 
corporate bond rates 
Nominal 11.8 1 be | 11.0 | 


() Wages, salaries and supplementary labour income per employed person. 


(2) Real interest rates are defined as the nominal rates minus the percentage change in the consumer price index. 


Employment creation is expected to continue at an impressive pace this year and 
next with about 600,000 jobs being created by the end of 1987. Employment 
growth is forecast to outpace the increases in the labour force each year so that the 
unemployment rate declines to 9.6 per cent in the fourth quarter of this year and 
falls to 9.0 per cent by the end of 1987. If labour force growth is slower than 
forecast, an even larger drop in the unemployment rate could occur. 


Inflation has been in the 4-per-cent range for almost two years and is expected to 
remain fairly stable through 1987. Upward pressures on inflation from the recent 
depreciation of the Canadian dollar, robust economic growth and increases in 
indirect taxes have been, and are expected to continue to be, moderated by the 
excess Capacity in the economy, productivity growth, the decline in the world oil 
price and continued low levels of non-oil commodity prices. Average wages are 
expected to increase much in line with the inflation rate this year and next. 


Average short-term interest rate levels in 1985, at 9.6 per cent, were 160 basis 
points lower than the year before. However, both short-term interest rate levels 
and differentials vis-a-vis U.S. interest rates moved up at year-end in response to 
sharp downward pressure on the Canadian dollar. In this forecast, it is assumed 
that the recent downward pressure on the Canadian dollar will be temporary so 
that, in conjunction with the widespread view that U.S. interest rates will decline 
somewhat in 1986, the level of short-term interest rates is assumed to average 
9.5 per cent in 1986 and 8.7 per cent in 1987. The 1986 interest rate assumption is 
somewhat higher than the average from the most recent Department of Finance 
survey of Canadian private sector forecast views, while the interest rate 
assumption in 1987 is very similar to the average of private sector views 

(see Chapter 6). 


Key Aspects of Demand and Supply 
Investment 


A high level of business investment is a critical requirement for ensuring the 
international competitiveness of Canadian industry. While business non- 
residential investment was a serious drag on economic growth during the first 

1 1/2 years of recovery from the 1981-1982 recession, investment spending turned 
around in 1985 due to a number of factors. Capacity utilization rates, which had 
fallen during the recession to record low levels in many industries, recovered 
substantially, particularly in the non-resource sector. The financial health of the 
corporate sector improved, again most dramatically in the non-resource sector, as 
firms concentrated on restoring their financial viability rather than on expanding 
capacity during the first two years of the recovery. Corporate investment plans 
were also buoyed by strong productivity growth, low rates of increase of unit 
labour costs and lower interest rates. 


Based on the solid foundation established in 1985, the investment outlook for 1986 
and beyond is quite favourable. The recently released survey of the capital 
investment intentions of large firms by the Department of Regional Industrial 
Expansion suggests investment spending in real terms by these firms could rise 

7.5 per cent in 1986. Further, the latest Conference Board of Canada survey of 
business attitudes and investment intentions shows that, over the four quarters 
ending in the third quarter of 1985, the proportion of business managers who 
believe that the present time is a good time to invest has risen substantially. 
Sustained growth, expected declines in interest rates, particularly at the longer 
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maturities, and improved international competitiveness should all spur investment 
spending in 1986 and 1987. While the investment expansion is expected to be 
more broadly based from a sectoral and regional perspective this year and next, 
the non-resource sector is anticipated to record the largest increases in investment 
spending. The volume of investment expenditure in the energy sector is expected to 
decline in the short term due to continuing excess capacity in electrical utilities 
and the current weakness in world crude petroleum prices. 


Chart 6 


Prospects for Real Business Non-Residential Investment 
(Annual Percentage Growth Rates) 
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The prospects for business non-residential investment are shown in Chart 6. Real 
investment spending is forecast to increase 7.0 per cent in 1986 and 4.4 per cent in 
1987, led by gains in machinery and equipment investment of 7.8 per cent and 

5.2 per cent in 1986 and 1987 respectively. Investment in non-residential | 
structures, which increased more rapidly than spending on machinery and 
equipment in 1985, is forecast to rise 6.0 per cent this year and a further 3.5 per 
cent in 1987. 


Consumption and Savings 


Consumer spending was particularly strong in 1985 with a 4.9-per-cent estimated 
rate of real growth. This followed average consumer expenditure growth of 3.4 per 
cent in the first two years of the recovery, led by spending on durable goods which 
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increased 11.3 per cent per year. This growth in consumption over recent years has 
occurred despite a personal savings rate which, as Chart 7 indicates, has remained 
very high by historical standards. Income growth, as well as interest rate declines, 

were the main factors supporting the increase in consumption in 1985. 


Chart 7 
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The personal savings rate averaged 12.5 per cent in 1985. However, underlying 
this average level was a fairly dramatic decline in the savings rate in the second 
half of the year to the lowest levels observed since late 1979. A number of factors 
are likely behind this decline in the savings rate, and they suggest that further 
declines from the 1985 average are likely. Among these factors: inflation remained 
at a moderate rate; job prospects improved; interest rates declined and personal 
financial positions improved; and there was renewed confidence in Canada’s 
economic prospects. The Conference Board of Canada’s surveys of consumer 
attitudes in the third and fourth quarters of 1985 confirm that consumer 
confidence is high. The proportion of respondents who feel that now is a good time 
to purchase a big-ticket consumer item rose nearly 20 percentage points during 
1985 to a record high level. 


The personal savings rate is forecast to average 11.1 per cent in 1986 and then 
decline to 10.1 per cent in 1987. This decline from the 1985 level contributes to 
real consumption growth of about 3 1/4 per cent in 1986 and 2 1/2 per cent in 
1987. However, the annual averages do not fully reflect the forecast pattern of 
consumption growth over the short term, as growth in consumer expenditure slows 
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somewhat through 1986 and increases in 1987. The slower pace of expansion of 
consumer spending in 1986 reflects some slowdown in the rate of growth of 
personal disposable income, and a stock adjustment reaction to the rapid pace of 
durable spending in recent years, particularly the increases in the stock of 
automobiles. A further decline in the personal savings rate in 1987, together with 
a strengthening of personal income growth, should generate a return to stronger 
consumption growth. 


Over the decade of the 1970s, housing starts averaged 234,000 per year. During 
the 1981-1982 recession, high interest rates, uncertain job prospects and strained 
personal financial positions hit the housing market hard, dropping starts to 
126,000 in 1982. With the exception of the second quarter of 1983, when 
temporary federal and provincial government programs had a large impact, the 
housing market’s recovery from the recession has been slow with starts averaging 
only 149,000 in 1983 and 1984. 


In 1985 activity in the housing market strengthened greatly. Residential 
investment spending in real terms is estimated to have surged 16.6 per cent last 
year. The increase in activity was initially most pronounced in real estate 
commissions, but housing starts picked up dramatically later in the year, 
averaging 187,000 at an annual rate from August to December 1985. The basic 
factors generating the strong housing activity were the declines in mortgage 
interest rates, strong employment growth and resulting improvements in personal 
financial positions and consumer confidence. 
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Despite the sharp increase in housing starts in recent months, levels of housing 
starts have not returned to those experienced in the 1970s. It is unlikely that starts 
will again be sustained at a level substantially above 200,000 per year because 
demographic shifts have lowered the rate of household formation. However, the 
pent-up demand for housing that accumulated during the recession and the early 
period of the recovery makes it quite likely that housing starts will remain well 
above rates consistent with demographic trends for some time, provided the 
economic environment is favourable. Sustained employment growth and lower 
interest rates should allow residential investment spending to remain strong over 
this year and next. Chart 8 shows the forecast of housing starts in relation to 
recent historical data. 


Government 


Table 5 shows the forecast of total government expenditure on goods and services. 
The forecast indicates a continuation of the modest growth in real government 
spending on final demand that was observed in 1985. 


In the national accounts framework, only government spending on goods and 
services, both current and capital, is included in gross national expenditure. 
Spending on goods and services has not been growing quickly over recent years. It 
is the other categories of government spending, not involving final demand, that 
have been increasing rapidly, in particular the cost of servicing the debt. For 
example, federal expenditure on goods and services as a share of total federal 
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expenditure was over 30 per cent in the early 1970s. By 1981 the share had fallen 
to 24.2 per cent and the estimate for 1985 shows the share down to 22.6 per cent. 
Conversely, interest payments on debt have increased sharply, from about 10 per 
cent of total federal expenditure in the early 1970s to nearly 22 per cent in 

1985. Transfers to persons and provinces account for the bulk of the rest of 
federal spending. 


The projections of government spending on goods and services in Table 5 reflect 
restraint programs put in place at all levels of government. In 1984 federal 
spending on goods and services rose faster than provincial-local-hospital spending 
under the influence of the special recovery program. However, this relationship 
was reversed in 1985. A larger part of the restraint expected over the forecast 
period occurs at the federal level. 


Chart 9 shows the growth rates of nominal government spending on goods and 
services for the total government sector. The accompanying document, The Fiscal 
Plan, provides detail on the forecast of federal government expenditures. 


Trade and Competitiveness 
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Economic activity in Canada is particularly sensitive to developments in the 
international environment due to the importance of traded goods in our production 
and consumption, and the high degree of interdependence of Canadian and foreign 
capital markets. The Canadian economy registered current account surpluses in 
1983 and 1984 as domestic demand was weak, U.S. demand was exceptionally 
strong and Canadian competitiveness was improving. Indeed, foreign trade 
accounted for one-quarter of Canada’s real GNE growth in 1984. However, a 
slowing U.S. economy and a sharp increase in import demand in Canada caused 
the real trade balance to decline significantly in 1985. 


This swing to a current account deficit occurred in spite of continuing improve- 
ment in Canada’s international competitiveness. Estimates for 1984 by the 
Organization for Economic Cooperation and Development (OECD) suggest that 
the Canadian relative unit labour cost index in manufacturing, measured in U.S. 
dollars, fell 5.9 per cent, the largest fall of the seven major OECD countries. In 
1985, the relative unit labour cost index fell even further, 5.2 per cent, the largest 
decline among the 15 major OECD countries for which data are available. Strong 
productivity growth and moderate wage growth have made a major contribution 
to Canada’s excellent international cost performance. The substantial decline in 
the Canadian dollar against overseas countries in the last half of 1985 will further 
enhance Canada’s competitive position provided that increases in unit labour costs 
remain moderate. 


Little change in the real foreign balance is forecast for 1986. Strong growth in 
machinery and equipment investment in Canada, which typically has a large 
import component, is expected to have a dampening effect on the real foreign 
balance, as is the continued moderate growth of the U.S. and overseas economies. 
A pick-up in international economic activity in 1987, and increasing Canadian 
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competitiveness enhanced by the depreciation of North American currencies vis-a- 
vis other industrial countries, are expected to improve Canadian real net exports 
significantly in 1987. The current account balance is expected to improve to near 
balance in 1987 from projected deficits of $1.3 billion and $4.1 billion in 1985 and 
1986 respectively. Underlying this current account outlook is a significantly 
improving merchandise trade balance, while the balance on services will continue 
to deteriorate as maturing debt is refinanced at interest rates that are high relative 
to historical norms. A retrospective and prospective view of Canada’s trade 
performance is presented in Chart 10. 


Productivity 


Improvements in Canadian productivity will be important in strengthening 
Canadian competitiveness over the rest of the 1980s. Chart 11 shows how 
productivity, measured by real GNE per employed person, has evolved in the 
recovery and compares this performance to the varied productivity experience 
since 1960. From an average rate of growth of nearly 3 per cent from 1960 to 
1972, productivity growth shifted dramatically downward in the 1973-1982 period 
to only a 0.2-per-cent average annual increase. Over the past four years, the 
weight of evidence seems to suggest that a significant improvement has been under 
way. Productivity began to improve toward the end of the 1981-1982 recession, 
which is atypical of previous cyclical experience. Moreover, in the current 
recovery, productivity has risen cumulatively by 7.1 per cent, which is well above 
the pace recorded following the recessions of 1974-1975 and 1980, and relatively 
close to the average seen in postwar recoveries before 1973. 
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Labour productivity growth is expected to slow significantly in 1986 but to rise at 
an annual average rate of about | per cent over the rest of the 1980s. This is 
somewhat slower than the pace experienced in the first three years of recovery, as 
normal cyclical factors contributing to stronger productivity in the initial phases of 
a recovery have less of an impact as the upturn matures. However, it represents a 
significant improvement relative to the productivity performance experienced over 
the 1973-1982 period. Investment by firms in productivity-enhancing new 
technology is expected to be an important factor augmenting the trend rate of 
productivity growth. 


Labour Force and Employment 
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Rapid growth in the labour force source population, broadly defined as the 
population aged 15 years and over, and sharp increases in the participation rate 
have been important factors in distinguishing the Canadian labour market 
experience from that of most other industrialized countries over the last two 
decades. During the 1970s, the Canadian labour force grew at an average annual 
rate of 3.2 per cent, the highest rate of growth experienced by any western 
industrialized country, and the average employment growth of 2.9 per cent was 
similarly stronger than in other major countries. 


Recently, the growth in the labour force source population has been slowing; 
indeed, over the 1986 to 1991 period, the rate of labour force source population 
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growth will be only slightly more than | per cent per year, less than half the rate 
of the 1970s. However, Canadian labour force participation is expected to 
continue to rise, even though the participation rate in Canada is now the highest 
among the seven largest OECD countries. This expectation is consistent with the 
historical upward trend in participation rates for several age-sex groups, 
particularly for both young and adult women. An additional factor that should 
continue to raise participation rates in the short term is the re-entry into the 
labour force of people who had previously withdrawn due to discouragement over 
the prospects of finding employment. Taking these factors together, the labour 
force is projected to grow at an average annual rate of 2.0 per cent over this year 
and next. This means that, on average, more than 250,000 jobs must be created 
each year simply to prevent the unemployment rate from rising. 


Good productivity growth during the current recovery was achieved hand-in-hand 
with healthy employment growth. Moreover, employment in Canada grew 
strongly compared to the experiences of other industrialized countries, particularly 
those in Europe. Nevertheless rapid labour force growth in Canada constrained 
the scope for still more substantial reductions in the unemployment rate than those 
achieved. In contrast, the United States experienced nearly identical employment 
growth in the recovery but their unemployment rate declined a full percentage 
point more than the Canadian rate due to slower labour force growth. Another 
reason for the unemployment rate remaining substantially higher in Canada than 
in the United States is the continuing legacy of the more severe 1981-1982 
recession in this country. Both Canada and the United States, however, stand in 
sharp contrast to Europe where employment growth has been fairly stagnant and 
unemployment rates have risen through most of the recovery. 


Employment growth in Canada should continue to outperform other major 
industrialized countries by a wide margin this year and next, with employment 
increasing 3.3 per cent, or 377,000 jobs, in 1986 and 2.2 per cent, or 251,000 jobs, 
in 1987. In spite of strong labour force growth, the unemployment rate is 
estimated to decline to 9.6 per cent by the fourth quarter of this year, and reach 
9.0 per cent by the end of 1987. Chart 12 presents the major indicators for the 
Canadian labour market. 


Prices and Costs 
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The Canadian inflation rate, as measured by the consumer price index, fell 
steadily from a peak of 12.9 per cent in mid-1981 to reach about 3 1/2 per cent by 
mid-1984. From June 1984 through December 1985, the year-over-year increases 
in the CPI ranged from 3 1/2 to 4 1/2 per cent, with an average over the period of 
4.0 per cent. The CPI inflation rate for 1985 was 4.0 per cent, down about one- 
half percentage point from 1984. Inflation is expected to remain at about this rate 
over this year and next. Such an environment of stable and relatively moderate 
inflation has not been experienced in Canada since prior to 1972. 


Major cost and price indicators support this view that inflation will continue at 
about current levels over the short-term forecast period. Commodity prices are 


generally depressed and the decline in the international oil price will provide a 
further easing of pressure on prices. Harvest conditions were mixed in 1985 but, in 
the absence of unforeseen weather factors, food price increases should continue to 
be moderate. The year-over-year increases in the industry selling price index in 
recent months have been about 2 1/2 per cent. The average annual effective wage 
increases in base rates for major settlements were below 4 per cent in 1984 and 
during the three quarters of 1985 for which data are currently available. 


Chart 13 
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Within this environment of stable and moderate inflation, and considering the 
continuing high level of the unemployment rate despite considerable recent 
progress, wage increases are likely to be moderate this year and next. Labour 
income per employee is expected to keep pace roughly with increases in the CPI. 
The combination of good productivity performance and moderate wage increases 
has generated low increases in labour cost per unit of output. Unit labour costs are 
expected to increase at about 3 1/2 per cent this year and next. Chart 13 shows the 
forecast of inflation and unit labour cost increases in the context of recent 
historical performance. 


Canadian performance on inflation and unit labour costs is expected to compare 
very favourably with that of other major industrialized countries. Consumer prices 
in the four major European OECD countries, weighted by Canadian exports to 
these countries, are forecast to rise about one percentage point faster in 1986 and 
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1987 than prices in Canada. On average over 1986 and 1987 the Canadian rate of 
inflation is also expected to be below that of the United States. Over the same 
period the OECD expects Canadian relative unit labour costs to show the best 
performance of the major seven OECD countries, repeating the experience 
recorded in 1985. 


Financial Markets 
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For the purpose of prudent fiscal planning, given the strong sensitivity of fiscal 
forecasts to debt servicing costs, the interest rate assumptions underlying the 
forecast have been formulated with close consideration being accorded to private 
sector forecast views. The Department of Finance’s most recent survey of private 
sector forecast views, conducted during the first two weeks of January 1986, 
suggests an average forecast for the short-term interest rate (90-day commercial 
paper rate) of 8.9 per cent in 1986 and 1987. The Department of Finance has 
assumed a 1986 interest rate higher than this average to reflect recent volatility in 
foreign exchange and financial markets. Differentials between interest rate levels 
in Canada and the United States are currently very high. With stability in foreign 
exchange markets, it is expected that these differentials will decline. Since most 
observers expect U.S. interest rates will fall in the short term, the result should be 
a decline in Canadian rates from current levels. Thus, the 90-day commercial 
paper rate is assumed to average 9.5 per cent in 1986 and 8.7 per cent in 1987. 


Implicit in these interest rate assumptions is the belief that increases in Canadian 
rates in late-1985 and early-1986 will prove temporary, as pressure on the 
Canadian exchange rate abates. The economic fundamentals for the Canadian 
dollar remain good; most Canadian forecasters expect some mild appreciation of 
the Canadian dollar against its U.S. counterpart by the end of 1987. However, 
given the assumption of a further depreciation of the U.S. dollar versus overseas 
currencies, the total trade-weighted Canadian exchange rate is assumed to change 
very little this year and next. The average yield on long-term corporate bonds is 
assumed to decline slightly from current levels in 1986 and 1987. 


5S. Canada’s Medium-Term Economic Prospects 


Uncertainty in the World Economic Outlook 


The achievement of satisfactory economic performance in Canada over the 
medium term will depend importantly, as it always has, on stability and progress 
in the international economic environment. Unfortunately, such stability and 
progress are not assured in the current recovery as the world economy is 
characterized by substantial imbalances. Industrialized countries face difficult 
policy problems and pressures. Interest rates in real terms are well above historical 
averages. Many developing countries face an enormous overhang of foreign debt, 
very difficult debt service burdens, low commodity prices and weak demand for 
their products. Petroleum-producing countries face soft markets and downward 
pressures on prices. Exchange rates have moved dramatically in the 1980s, and 
many of the major currencies are viewed as being at disequilibrium values. 
Indicative of these major imbalances, trade flows have shifted enormously; the 
United States now is experiencing large current account deficits, OPEC countries 
are also in deficit, and Europe and Japan are relying heavily on trade surpluses 
for growth. 


The existence of large central government deficits, particularly in the United 
States, has contributed significantly to the generation of other economic 
imbalances that pose very substantial risks to a sustained medium-term expansion. 
In the United States, the Administration and Congress have had considerable 
difficulty in achieving a solution to the U.S. deficit problem, although the 
Congress recently passed the “Balanced Budget and Emergency Deficit Control 
Act of 1985”, the Gramm-Rudman bill. While this bill provides a formal 
mechanism for the reduction of the U.S. federal deficit to zero by 1991, its 
potential effectiveness is nevertheless regarded with some skepticism in 
international financial markets and a key aspect of the bill has recently been 
judged unconstitutional by the U.S. Federal Appeals Court in Washington. 


Other substantial and related imbalances exist in the U.S. economy as well. High 
fiscal deficits have been a major factor contributing to atypically high real interest 
rates in the United States. These high U.S. real interest rate levels have been 
exported to the rest of the world through an overvalued U.S. dollar, and interest 
rates elsewhere are higher than otherwise would have been the case. Trade flows 
among nations are in serious imbalance as a result of these currency misalign- 
ments. The United States’ current account deficit is now 3 per cent of U.S. GNP, 
and the United States became a net debtor nation in 1985. 


The key factor that will shape the medium-term international economic 
environment will be the success of the United States in controlling its federal 
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government deficit. If the deficit is reduced significantly there will be less need to 
attract substantial amounts of foreign savings to the United States. Both interest 
rates and the value of the U.S. dollar could decline in a moderate and orderly way, 
stimulating the demand for domestically produced goods in particular and 
reducing the U.S. trade deficit. If Japan and the major European countries were 
simultaneously to provide more domestic demand growth through stimulative 
policies, offsetting the slowdown of exports to the United States, the stage could 
be set for continued expansion throughout the OECD area. This was the objective 
and the substance of the policy initiatives proposed at the meeting in September of 
the Group of Five major trading nations. Conversely, a failure to address the U.S. 
deficit would result in continued rapid growth in both U.S. government debt and 
USS. international indebtedness. Not only would U.S. and world interest rates be 
subject to upward pressure in such an environment, but protectionist pressures in 
the United States might increase, with negative implications for trade and 
development world-wide. 


The risks associated with the current international situation are substantial, but so 
are the opportunities for positive policy developments to better ensure a sustained 
expansion. The medium-term projections which follow recognize the existence of 
these uncertainties and opportunities in the international economic environment. 
Three economic scenarios are presented which are intended to bracket the likely 
range of outcomes. They have been developed with particular consideration of the 
implications for international and Canadian economic prospects of varying degrees 
of success in resolving fiscal, monetary, trade and exchange rate imbalances in the 
international environment. 


Alternative Medium-Term Economic Projections 
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Over the medium term, the evolution of the imbalances which pervade the 
international economy will be a critica] determinant of international economic 
prospects. In turn, international prospects will play an important role in shaping 
developments in Canada. This is not to deny the scope for independent Canadian 
policy measures to influence our economy. The Canadian economy can perform 
better, or worse, than the world economy, but there are strong linkages which can 
limit our potential performance. 


A medium-term projection is not a forecast; at best it represents a view of possible 
economic outcomes that is consistent with the economic and policy assumptions | 
embedded in it. Different, but perhaps equally plausible, assumptions can lead to 
quite different economic projections. Reflecting the critical imbalances and 
uncertainties that now exist in the international environment, the medium-term 
projections will be heavily influenced by assumptions about government policy 
decisions, both in the United States and elsewhere. The precise nature and timing 
of policy decisions, and their precise impacts, cannot be confidently predicted. 
Nevertheless, assumptions about policy responses to these imbalances are central 
to evaluating the medium-term prospects for sustained economic expansion. 


As in the May 1985 budget, three medium-term projections have been developed 
with alternative assumptions about policy adjustments in the United States and, to 


a lesser extent, the other major industrial countries. While the main factors 
influencing the projections are largely external to the Canadian economy, it should 
be recognized that there are also independent Canadian risks and opportunities 
that could influence the Canadian economy given any particular set of external 
economic and policy assumptions. 


The three medium-term scenarios are: 


High Growth: Favourable International Economic Environment 


The high growth case is one in which the United States succeeds in largely 
eliminating its federal fiscal deficit by 1991. Moreover, the Federal Reserve 
Board is assumed to respond to the deficit reduction by encouraging real 
interest rates to decline to more normal historical levels. The U.S. deficit 
reduction would also bring about a corresponding reduction in the need for 
foreign capital flows to the United States. Accompanied by policy action 
abroad to stimulate domestic demand, and an orderly decline in the U.S. 
dollar, current international trade imbalances would be much improved. In 
line with the restoration of more normal levels of real interest rates and a 
better global balance of trade flows and fiscal policy stances, real output 
would grow at a strong, sustained pace in the economies of Canada’s major 
trading partners. 


The high growth case indicates that, given such favourable international 
influences, the Canadian economy could experience growth of about 

3 1/2 per cent per annum over the medium term, a steady rate of inflation of 
about 4 per cent, and an unemployment rate of around 6 3/4 per cent by 
1991. A key element in this strong expansion would be average, real short- 
term interest rates of about 2 1/4 per cent, close to normal historical levels. 


Mid-Range Growth: Less Favourable International Economic Environment 


The mid-range scenario assumes that U.S. deficit reduction continues, but 
progress falls far short of eliminating the deficit. Nor is the magnitude of 
these U.S. fiscal initiatives sufficient to elicit a very accommodating 
monetary policy stance. In line with the limited progress in reducing the 
federal deficit, most international imbalances would continue to exist, albeit 
in somewhat improved form. Real interest rates would remain well above 
normal levels and the U.S. current account deficit would remain large, with a 
continuing reliance of major non-North American economies on their trade 
sectors for growth. In this environment real output growth for Canada’s 
major trading partners would proceed at a pace that is consistent with the 
conventional view of the potential rate. For many countries this pace would 
not be sufficient to close the unemployment gaps that remain from the 
1981-1982 recession. 


The mid-range case shows Canadian real GNE growth of 2 3/4 per cent per 
annum. The unemployment rate declines steadily over the period to reach 

7 3/4 per cent by 1991. A major factor limiting prospects for output and 
employment growth in this case is that the level of short-term real interest 
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rates averages 4 3/4 per cent from 1988 to 1991, well above the historical 
norm. Inflation averages about 3 1/2 per cent per annum. 


Low Growth: Unfavourable International Economic Environment 


The low growth case depicts an unfavourable international economic 
environment in which little progress is made towards deficit reduction in the 
United States. This development would create a negative sentiment towards 
the U.S. dollar and a rapid depreciation which would force the Federal 
Reserve Board to shift to a more restrictive monetary policy under the threat 
of a sharp acceleration in inflation. The resulting higher interest rates would 
have very unfavourable impacts on key sectors of the U.S. economy and 
would be particularly damaging to the prospects for less developed countries. 
The severe trade imbalances associated with the continuing fiscal stimulus in 
the United States could also create widespread pressure for protectionist 
measures. A world recession would be a possibility if such an environment 
were to come to pass. 


In the low growth case, Canada’s economic prospects would be seriously 
constrained. The projection indicates short-term real rates of interest 
averaging 6 1/2 per cent over the medium term. As a consequence, real 
output growth would average only 2 1/4 per cent over the medium term, 
leaving the unemployment rate at about 9 per cent in 1991. However, 
inflation would average below 3 1/2 per cent over the medium term, slightly 
less than in the other cases due to the weaker aggregate demand. 


The medium-term projections for key Canadian indicators consistent with the 
three scenarios are summarized in Chart 14. The alternative medium-term 
projections are intended simply to represent a range of possible outcomes; 
probabilities have not been attached. The purpose of the alternative projections is 
to provide the basis for longer-term budgetary and policy planning by the 
Government of Canada. 


Chart 14 
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6. Canadian Private Sector Forecast Views 


The purpose of this chapter is to provide some sense of how private sector 
forecasters view Canada’s short-term economic prospects. Economic forecasting is 
not an exact science, and forecast views can, and often do, diverge significantly on 
the outlook for key economic indicators. Prudent fiscal planning and policy 
analysis dictate that a wide range of views be considered in formulating the 
economic outlook that underlies the government’s fiscal projections. The 
Department of Finance regularly surveys a sample of private sector forecasters, 
and Chart 15 shows the average and range of views from the most recent survey) 
for several key Canadian economic indicators. 


For 1986 there is a high degree of consensus about Canada’s real growth 
prospects. The average forecast for real GNE growth is 3.6 per cent, with the 
range of private sector forecasts extending from 3.0 to 4.3 per cent. One-half of 
the forecasts are within a very narrow band of 3.4 to 3.7 per cent. There is also a 
fairly uniform view for the unemployment rate outlook this year. The average 
forecast for the annual unemployment rate of all forecasts is 9.8 per cent, with a 
range from a low of 9.3 per cent to a high of 10.2 per cent. There is less of a 
consensus on the outlooks for inflation and short-term interest rates. The average 
view of the inflation rate in 1986 is 4.1 per cent with a range from 2.5 to 5.1 per 
cent. For short-term interest rates (90-day commercial paper rate), the average 
forecast is 8.9 per cent and the range encompasses a low of 7.4 per cent and a high 
of 10.2 per cent. One-half of the interest rate forecasts lie in a band from roughly 
8 1/4 per cent to 9 per cent. 


The increase in uncertainty as the forecast horizon is extended is reflected in the 
much greater variance of views for next year than for 1986. The average forecast 
for real GNE growth for 1987 is 3.5 per cent but there is a substantial range of 
forecast views from 2.3 to 5.9 per cent. Fewer than one-half of the forecasts for 
1987 real growth lie between 2 3/4 and 4 per cent. The average of the inflation 
forecasts for 1987 of 3.8 per cent is also marked by a wide range of views. A more 
uniform view emerges for the unemployment rate. The average outlook for the 
annual unemployment rate in 1987 is 9.2 per cent, with a low of 8.6 per cent and a 
high of 10.0 per cent. The average level of the private sector forecasts for the 90- 
day commercial paper rate in 1987 is 8.9 per cent. While the range of interest rate 
views stretches from a low of 6.6 per cent to a high of 10.3 per cent, one-half of 
the forecasts lie within a fairly narrow range between 8 3/4 and 9 1/4 per cent. 


3) The Department of Finance surveys a sample of 18 to 20 private sector forecasters each quarter. The averages 
and ranges of their views on the economic outlook following the release of the national accounts for the third 
quarter of 1985 are presented herein. This survey was conducted during the first two weeks of January 1986. 
The forecast data for 1987 are based on a smaller sample of 12 forecasts, as some forecasters have not yet 
extended their outlooks beyond 1986. 

(4) For the key indicators, the standard deviation of the forecast views doubles in moving from 1986 to 1987. 
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